
followed by a bidding up of the amounts paid to actors and other

talent. 36

3. Tbe Affiliated Program Service Will Not Always Benefit

The ability of an MSO to disadvantage rival program services

is necessary for the foreclosure strategy discussed here to

succeed, but it is not SUfficient. Eliminating one or a few rival

program services may have little or no effect on the amount other

cable systems would be willing to pay the program service owned by

the foreclosing MSO.

The program service owned by an MSO may be only one of many

program services that are relatively close, but not perfect

substitutes. These services need not carry the same type of

programming, appeal to the same audiences, or even charge similar

license fees. They ~re still substitutes to the cable system so

long as carrying any of them yields about the same incremental net

revenue. In such cases, adding anyone of these to a tier of

services that contains the affiliated service earns a cable system

approximately the same small increment in net revenues. The most

a cable service will pay one of these services is this increment.

Eliminating one or a few of these rival services would have little

effect on the amount the cable service would pay for the service

owned by the other MSO i the remaining SUbstitutes still would

36See J. R. Woodbury, S•M. Besen, and G. M. Fournier, "The
Determinants of Network Television Program Prices: Implicit
Contracts, Regulation and Bargaining Power, n Bell Journal of
Economics, 14, 1983.
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constrain the revenue of the MBO's service. Only by eliminating a

large number of these rival services could this strategy raise the

profits of its program service, but this would also increase the

cost of the strategy, and reduces the likelihood that it will be

profitable to pursue.

4. The Benefits of Foreclosure May Be Less than the costs

A cable MBO may have no incentive to foreclose a program

service that competes with a service it owns, even when it has the

ability to disadvantage the rival service and increase the profits

of its own program service. Foreclosing the rival service also

imposes costs on the MBO. A foreclosure strategy will be

profitable only if these costs are smaller than the benefits

realized by the affiliated program service.

A refusal to carry a rival service can be considered

anticompetitive foreclosure only if, but for the effects on its

owned program service, the· MBO would have carried the rival

service. Otherwise refusal to carry is simply a choice among

alternative inputs. The cable system would want to carry the rival

service, but for a foreclosure strategy, only i·f doing so was

expected to yield the MSO increased net revenue after taking into

account the effect of carriage on the net revenues earned by

carrying all other services, including its own service. Therefore,
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D2t carrying the rival service imposes costs on an MBO where its

own cable systems provide service. 37

To determine if foreclosure of a rival service would be

profitable, a vertically integrated MSO and program service would

weigh its losses as a cable operator against any gains of its

affiliated program service in other markets. If the losses exceed

the gains, the foreclosure strategy will be unprofitable.

It is difficult to state general conditions that identify all

circumstances in which foreclosure would not be profitable. The

magnitude of the costs and benefits of a foreclosure strategy

depend on too many unobservable variables, such as the value to

cable systems of carrying various services and on bargaining

dynamics between cable systems and program services.

The analysis does, however, point out that a cable MSO may be

too large, as well as too small, for a strategy of disadvantaging

rival program services to be attractive. Increasing the share of

all subscribers served by the foreclosing MSO also increases the

losses it must bear.

Indeed, the better the license terms for which large MSOs are

able to bargain, the higher the costs to them of foreclosure.

Bargaining for better license terms would mean the large MSO would

keep a larger share of the amount by which the incremental net

37The rival service and the MSO's ·own services must be at
least partial sUbstitutes, so carrying one affects the revenue
generated by carrying the other. The cable system, however, takes
this interdependence into account in pricing and marketing the two
services, and in calculating whether carrying another service adds
to net revenue.
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revenues generated by the program service exceed the costs of

supplying that service. It is the amounts retained by the cable

systems that are lost by foreclosure.

Increasing the proportion of subscribers served by the

integrated MSO also reduces the benefits realized through the

program service it owns. The program service earns increased

revenue because elimination of the rival allows it to capture more

of the revenues that cable systems earn by carrying it. But this

is a gain only when those cable systems are not owned by the same

MSO. 38 Increasing the number of subscribers served by the

integrated MSO may reduce the likelihood that the gains from

foreclosure will outweigh the costs •

. 5. Counterstrategies to Preyent Foreclosure

As the preceding discussion demonstrates, effecting a

profitable foreclosure strategy is by no means easy, but there is

an additional hurdle that must be surmounted. Cable systems that

would be disadvantaged if a rival program service were foreclosed

have an incentive to attempt to keep the rival in business by

adopting counterstrategies to the attempt to foreclose. 39 This

may make the foreclosure strategy unprofitable, so it may not be

pursued in the first place.

38With elimination of the rival service, the license fees paid
by an MSO to a program service it owns might increase, but this is
no more than an intrafirm transfer that adds nothing to the
profitability of foreclosure.

39See F.H. Easterbrook, "Predatory strategies and
Counterstrategies, University of Chicago Law Reyiew, 48, 1981.
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A foreclosure strategy that appears profitable rests on the

ability of the MSO to disadvantaqe a rival program service, perhaps

to the point that it qoes out of business. If it qoes out of

business, the profits earned by cable systems in other markets may

be reduced. 40 This loss in profits, however, may be qreater than

the additional amount necessary for the rival proqram service to

stay in business. In such cases, there is the potential for

payments to be made from the disadvantaqed cable operators to the

disadvantaqed proqram service that prevent it from qoinq out of

business. 41

We do not want to minimize the coordination problems of

effectinq this counterstrategy, althouqh we should point out that

a successful counterstrateqy may not require the cooperation of all

. disadvantaqed MSOs. Moreover, there may be instances in which many

cable services realize that the success of the proqram service

depends on each making an appropriate contribution. still another

possibility is that a number of cable MSOs may vertically inteqrate

with an otherwise disadvantaged proqram service. Finally, it may

be possible for the proqram service to solicit increased payments

from cable operators that are continqent on receivinq similar

payments from other operators. 42

40As noted in the previous section, this will depend on the
SUbstitutability amonq proqram services.

41Note that the necessary payments' may be smaller than the
loss in revenues experienced in the market of the vertically
inteqrated MSO.

42There would appear to be no leqal impediments to
solicitations of this form.
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Faced with the likelihood of an effective counterstrategy, an

MBO may decline to pursue the foreclosure strategy. In these

instances, there are no benefits from pursuing the strategy if

competition to supply cable systems is not reduced, and costs must

be incurred in the MSO's own markets When it does not carry the

rival program service. 43

6. The Effects of Partial ownership Interests

A simplifying assumption in the previous analysis was that

there was an identity of ownership interests between the MSO and

its affiliated program service. Thus, either a single entity was

assumed to own both or, if there were partial ownership interests,

they were distributed in the same manner in the MSO and the program

service. Although such arrangements exist in the cable industry,

they appear to be relatively rare. Many program services have

multiple owners, inclUding both MSOs and others that do not own

cable systems. 44 Some MSOs have mUltiple owners, not all of which

own cable program services. The result is to add to the complexity

of pursuing a successful foreclosure strategy.

43The effect on competition will depend on the form of the
additional payments that are made by cable operators to the rival
service. If these payments affect only infra-marginal subscribers,
there is no effect.

44The ownership arrangements can involve program services that
are owned by more than one MSO, but where there are no other
owners, others in which there is an single MSO and other owners
with no cable system interests, and still others that combine both
forms.
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Consider an MBC that has several owners, only some of which

have an ownership interest in a program service. Even assuming

that the previous difficulties in engaging in profitable

foreclosure could be surmounted, the strateqy might still not be

pursued. This is because the non-integrated owners of cable

service must bear some of the costs in the markets served by the

MSC, but only their vertically integrated partners will obtain the

benefits.

similarly, suppose that there is a single owner of an MBC,

which has a partial ownership interest in a cable program service.

Even assuming that foreclosure would increase the combined profits

of the MBC and the cable service, the owner of the MBC would bear

the entire costs of the strateqy, but would obtain only a portion

of the benefits. 45

Shared ownership of a program service by more than one MSO

also creates problems When the ownership shares do not match their

subscribership shares. For example, assume that two MBCs each have

50 percent ownership shares in a service, but one MBC serves 8

million subscribers and the other only 1 million. The larger MBC

will bear costs of foreclosure roughly eight times those of the

smaller MSC, but its ownership share gives it a claim on only half

of any benefits enjoyed by the program service.

In summary, in an environment like the cable industry, in

which vertical integration is more complex than simply the common

45A fortiori, there would be no benefits from foreclosing a
rival to a program service that is vertically integrated with
another MBC.
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ownership of upstream and downstream firms, effecting a foreclosure

strategy faces complications in addition to those discussed above,

because the benefits and costs of such a strategy are not

distributed in the same manner. As a result, other things equal,

it is less likely that such a strategy will be pursued. The

Commission should take this into account both in assessing the

likelihood that a foreclosure strategy could be successfully

pursued and in fashioning its channel occupancy limits. In

particular, the limits should allow for the possibility that the

distributions of ownership of an MSO and those program services in

which it has an ownership interest will be different, and the rules

should be structured accordingly.

C. Conclusion; Foreclosure ys. Efficiency

There are a number of well-known efficiency benefits from

vertical integration, and many of them exist in the cable

television industry. At the same time, there is the theoretical

possibility that there may be risks that vertical integration will

be used as a device to foreclose rivals. However, the theory also

recognizes that foreclosure will not always be a profitable

strategy, because it may be difficult to foreclose rivalS, because

the gains from doing so may be limited, and because there may be

effective counterstrategies. Moreover, there are additional

factors that may make foreclosure even less likely in the cable

industry. These include the ability of disadvantaged program

services to adjust costs in response to reduced revenues and the
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existence of many arrangements involving partial ownership

interests, where not all parties may benefit even if foreclosure

were profitable. Furthermore, there is no clear empirical evidence

that foreclosure has occurred, despite a few highly-publicized

allegations. 46 Because the potential for a successful foreclosure

strategy appears quite remote, the Commission should not adopt

excessively stringent channel occupancy limits because to do so

might sacrifice SUbstantial efficiency benefits from vertical

integration.

IV. participation in Program Production

Section VII of the Notice asks whether a restriction should be

placed on the ability of multichannel video programming

distributors to "engage in the creation or production of video

programming. "47 The Commission tentatively answers this question

in the negative, concluding that "the objectives of such a

restriction may be fully addressed by the other provisions of

[various sections] of the 1992 Cable Act."48 We concur in this

conclusion.

46In one recent review of the research on vertical foreclosure
in the cable industry, Salinger noted that "the policy dilemma that
vertical integration in cable presents is that while it might be
desirable to li.it some vertical links, establishing practical
policies to sever harmful vertical links while leaving those that
are beneficial intact is quite difficult." M.A. Salinger, "Public
Policy toward Vertical Integration in Cable," paper presented at
Policy Approaches to the Deregulation of Network Industries, the
American Enterprise Institute (October 10-11, 1990), p.23.

47Notice, para. 56.

48T A
~, para. 60.
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For reasons discussed above, the potential for anticompeti tive

behavior by a multichannel video programming distributor, either

through its ownership of cable systems that serve a large number of

subscribers, or through vertical integration with the program

services it carries, is limited. As a result, we have recommended

that any limits on the number of subscribers that can be served by

an MBO, or on the proportion of a cable operator's capacity that

can be occupied by vertically integrated program services, should

be set quite high. 49 Based on the analysis we present below, we

conclude that there is no need to further restrict the

participation by multichannel distributors in the production of

programming. If anything, the basis for such restrictions is even

less substantial than that for limiting cable system ownership, or

'vertical integration between cable systems and program services.

At the outset, it is unclear what anticompetitive problem

could be raised through in-house production by a multi-channel

distributor that is distinct from the horizontal and vertical

ownership issues already discussed. For example, it is unlikely

that a multichannel distributor will favor those independent

services for which it has produced programs. Our understanding is

that few of the non-news programs carried by the various cable

programming services are produced by any unaffiliated multichannel

distributor; therefore, only a small proportion of the revenues

generated by such programming services will generally be

49Low limits will prevent certain efficiencies from being
attained without providing commensurate protection against
anticompetitive behavior.
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attributable to the carriage of the programming produced by the

multichannel distributor. 50 If, in the absence of in-house

programming the distributor would not find the service profitable

to carry, then it is only slightly more likely that the distributor

would carry the service with the distributor-produced programming.

The fact that the distributor might have an ownership interest

in the program service itself does not alter the analysis. Such

distributors will typically produce only a fraction of the

programming appearing on their own programming services. Moreover,

any favoritism in these circumstances may be even less likely since

such favoritism -- replacing a more profitable program with a less

profitable in-house program would directly harm the

distributor. 51 To paraphrase one study, the goal of these

distributors is to make profits, not programs. If a distributor

"can produce in-house at lower cost a program that is as valuable

as a program available from an independent supplier , it will

undoubtedly do so. But the reverse is equally true.,,52

sOTo be sure, some cable operators have extensive program
production arms, but with few exceptions, these entities target
their output to movies or broadcast television, not to cable
programming services.

slIf a cable programming service possessed proprietary
resources (private information, for example) that could affect the
"after-cable" value of individual programs and if these resources
were difficult to price, the programming service may favor its own
services with these resources. However, if the "after-cable" value
of a program were an important source of ~evenue to the independent
producers, we would expect these producers to express a willingness
to sell the service an ownership interest in the program.

s2S•M• Besen, T.G. Krattenmaker, A.R. Metzger, and J .R.
Woodbury, Misregulatinq Television: Network Dominance and the FCC,
Chicago: University of Chicago Press, 1984, p. 155.
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More generally, the fact that most proqrams appearing on cable

programming services are produced by entities that are

independently owned suggests that the most efficient form of

organization of program production often is a highly decentralized

system. This organizational form is not unique to cable

proqramming. Even when in-house production by the broadcast

networks was not restricted by consent decrees, their participation

in the production of entertainment programs was quite limited. 53

For example, in the early 1970s, CBS and NBC frequently appeared

among the top twenty suppliers of prime time series, but accounted

for less than 4 percent of total prime time programming hours.

In sum, this analysis suggests that (1) independent program

production is likely the most efficient form of organizing program

supply and (2) that because the incidence of in-house production is

so rare, the possibility of consumer harm is very remote. One

immediate implication is that in those circumstances in which in

house production of cable programming services does occur, the

reason is very likely to be cost-based. 54 For example,

distributors have substantial experience in predicting subscriber

and advertiser preferences which they can take advantage of if they

engage in program production themselves. In addition, there may be

530ne exception to this pattern reinforces the similarity
between cable and broadcast program production. Broadcast networks
and stations typically are heavily involved in the production of
news, sports, and weather programming. Many of the cases where
cable program services use in-house production also involve this
programming.

54See ibid., pp. 154-156, for an analysis of "in-house
production" by the broadcast television networks.
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substantial "moral hazard" problems when programs are provided by

independent producers that can be ameliorated somewhat when

distributors produce their own programs. If program producers are

simply compensated for the costs of program production, they may

not expend their best efforts in production.

A distributor could attempt to deal with the first of these

problems by providing information directly to independent program

producers, although those producers could then use that information

in supplying programs to rival or non-competing distributors. 55

Put differently, the distributor would be unable to capture the

full benefits of this information if it simply gave the information

away. Selling the information to producers may be equally

problematic, because it may be difficult to communicate ·the

information to the independent producer. But even if the

distributor were willing to give the information away, the

independent producer may have to incur substantial costs to

evaluate the veracity of the information.

The moral hazard problem could be dealt with by linking the

producer's compensation with the performance of the programming, by

significant involvement of the distributor in program production,

or by taking advantage of the "repeated play" nature of the

relationship between program producers and distributors, although

these will often be imperfect solutions.

SSExamples of rival distributors are Direct Broadcast
Satellite or Multichannel Multipoint Distribution Services in the
same geographic area. Non-competing distributors are those in
other geographic markets.
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The relative rarity of in-house production suggests that it

will only be undertaken when the problems of informational transfer

or moral hazard are particularly acute. 56 Because both the actual

and potential competitive threat is small, and there are potential

efficiency gains, there is no reason to limit the participation by

multichannel distributors in program production. For these

reasons, we concur in the commission's tentative judgment not to

impose any limits.

v. Anti-Trafficking

The Cable Act of 1992 restricts the ability of cable operators

to transfer control of their systems. In particular, the Act

imposes, with certain exceptions, a three year holding period after

the acquisition of a system before a transfer can occur. These

"anti-trafficking" proscriptions are intended to prevent

transactions that are "engaged in for purposes of profiteering or

to affect cable rates or service."S7 The Notice requests comments

on how to define transfers of control, and on how broadly or

narrowly to interpret the various statutory exceptions.

To begin with, it is important to observe that restrictions on

ownership transfers are unusual in the American economy, largely

because market transfers promote economic efficiency by moving

assets from lower- to higher-valued uses. Indeed, many writers

56The gains may be even larger if independent producers
realize that they must compete against the potential in-house
alternative.

57Notice, para. 12.
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have been concerned with impediments that prevent such transactions

from occurring, with the result that the values of many assets are

not maximized.

Two concerns appear to have led to the adoption of the anti

trafficking rules. First, there is the fear that some entities

have, in the past, competed for cable television franchises not in

order to operate a cable system but only to resell the franchise

quickly after it is awarded to them. Second, the view has been

expressed that cable systems that are acquired at high prices are,

as a result, forced to raise their rates to consumers.

With these concerns in mind, it can be observed that the anti

trafficking rules do not deal directly with the second of them

because the rules do not limit the prices that can be charged for

. cable systems. Unless there is some nexus between the prices that

are charged for cable systems and the frequency with which they are

exchanqed, the rule would seem to have little effect on prices paid

by subscribers.

Moreover, there is an even more fundamental flaw in the

reasoning that links cable system sale prices and subscriber rates.

The flaw is that the reasoning confuses cause and effect. Cable

systems sell at the prices they do because of the rates that the

buyer expects to be able to charqe to consumers. Put differently,

the price that the owner of a cable system wishes to charqe to

subscribers is unaffected by the price that the owner paid for it.

The anti-trafficking rules would thus not seem to be a qood route

throuqh which to deal with concerns about subscriber rates.
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With regard to the issue of seeking cable franchises in order

to resell them, it is undeniable that such behavior has occurred.

Indeed, such behavior was encouraged by the manner in which

franchises were initially awarded, where the "winning bidder" for

the franchise was not necessarily the one that would operate the

system most efficiently, and therefore most profitably. Thus, in

these instances, resale of the franchise is profitable to the

winning bidder. only a system in which franchises are awarded by

auction to the highest bidder would prevent such behavior.

There are two reasons why the anti-trafficking rule are not

responsive to this concern. First, most franchises have already

been awarded, so that the "rent seeking" behavior that the rule is

designed to deal with is largely a thing of the past. Second, and

more fundamentally, the way to have dealt with this form of

behavior would have been to change the method of awarding the

franchise. Although preventing rapid resale of a franchise after

it was awarded might have led to the exclusion of some bidders, it

equally might have resulted in awards to more patient "rent

seekers," i.e., ones with a lower discount rate. If the latter is

the case, the effect of the anti-trafficking rule would merely be

to extend the period over which the cable system is operated at

less than maximum efficiency.

The Congress nonetheless has adopted an anti-trafficking rule

that the Commission must implement. What the previous discussion

implies, however, is that the Commission should interpret the rule

liberally. For example, the Commission should invoke the required
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holding period in the least restrictive manner possible. The

Commission should not restrict the immediate resale of some systems

that are part of a larger transaction. The standards for transfer

of control should be clear. And the procedures for obtaining

approval for transfers should be streamlined.
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